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FELDVAN, Justice

11 Thisisabadfaithactioninwhichaclass of policyhol ders
of State Farm Mutual Autonobile Insurance Conpany sought di scovery
of files and other docunents relating to State Farmis rejection of
t hei r underi nsured and uni nsured notori st clains. State Farmresi sted
di scovery, argui ngthe docunents were protected by the attorney-client
privilege. We granted reviewto consi der the applicabl e standard for
det erm ni ng whet her the privil ege has been wai ved i n cases i n which
the mental state of a litigant is at issue. W nust also decide
whet her the court of appeals used the correct |egal test for
determ ni ng t he exi stence of an i nplied waiver of the attorney-client
privilege and, if so, whether the test was properly applied to the
facts of this case.! See Ariz. R G v.App.P. 23. W have jurisdiction
pursuant to Ari zona Constitution, article VI, section 5(3) and AR S.

§ 12-120.24 (1992).

FACTS AND PROCEDURAL BACKGROUND
12 In 1995, a class representing approximately 1,000 State
Farminsureds (Plaintiffs) was forned to contest State Farni s deni al
of certain stacking clains. Between 1988 and 1995, State Farmt ook
the position that insureds who had nore than one State Farm policy

covering their several cars could not apply the uni nsured (UM and

'We al so accepted for reviewthe questi on of whether the court
of appeals erred in upholding State Farnis objectionto Plaintiffs’
request to suppl ement the record with excerpts fromdepositions taken
after the special action was filed with the court of appeals. The
i ssue i s nobot because, with one exception, we do not consider any
of these docunments in our resolution of the case. The exceptionis
the deposition of State Farmis clains superintendent, G Il espie.
That deposition is referred to, and in part quoted, by State Farm
inits filings inthis court. See Response to Petition for Review,
at 5-6 n.1.



underinsured (UM notorist coverages of those nultiple policiesto
a singleloss. For exanple: an insured owned two cars, each of which
was covered by a separate State Farmpolicy. Wile driving car A,
the i nsured was seriously injured in an accident. Because the other
driver’s insurance was not sufficient to conpensate the insured for
all of his damages, the i nsured sought additional conpensation from
the U M coverage of the policies covering both car A, which was in
t he acci dent, and car B.

13 State Farmdeni ed requests to stack U Mcoverages in this
manner based on an anti-stacking provision in its policy form
Plaintiffs all ege that State Farmact ed unreasonabl y because its anti -
stacki ng | anguage did not conply with AR S. 8§ 20-259.01(H) (Supp.
1999) (then nunbered 820-259. 01(F)), which al |l owed autonobileliability
insurers to prohibit stacking by using certain policylanguage. This
court eventual ly held that State Farmi s policy | anguage di d not conply
withthe statutory conditions permttinginsurers to prohibit stacking.
See State FarmMiut. Ins. Co. v. Lindsey, 182 Ariz. 329, 332, 897 P.2d
631, 634 (1995). State Farmclained that until we deci ded Li ndsey,
it acted reasonably in interpreting AR S. 8 20-259.01(H) to allow
it to rely on the anti-stacking language in its policy form
Plaintiffs di sagree and al | ege breach of contract, fraud, bad faith,
consuner fraud, and unlawful actsinviolationof AR S. § 13-2301(D)
(Supp. 1999). We consider the attorney-client privilegeonlyinlight
of the bad faith and fraud counts.

14 I n Li ndsey, we held that State Farnis anti -stacki ng | anguage
was i neffective because it was not sufficiently clear to put policy
owners on notice that AR S. 8§ 20-259.01(H) was being invoked and

that they therefore had a choice of which policy and which |imts



to apply. 182 Ariz at 332, 897 P.2d at 634. Plaintiffs contend t hat

even bef ore Li ndsey was deci ded, State Farmknew or shoul d have known
that its anti-stacking provisionwas invalidandthat it was therefore
acting in bad faith when it denied Plaintiffs’ requests to stack.

This contention is based in part on a series of pre-Lindsey cases
involving the sane or simlar issues in clains nmade against State
Farm by insureds trying to stack UMor UMIlinmts.? State Farm
countered that prior to Lindsey it reasonably believed its anti-

stacking provision conplied with the statute and it was therefore
not acting in bad faith.

15 During di scovery, State Farmproduced nunerous docunents
fromclains files in other cases and conceded it had sought and
recei ved advi ce of counsel about whether to pay or reject Plaintiffs’

clainms. State Farmdeniedit i ntended to showgood faith by advanci ng
a def ense of reliance on advi ce of counsel and cl ai ned correspondence
wi th counsel relating to denial of stacking clains was protected by
the attorney-client privilege. The docunents in question evidently

fill five privilege | ogs, covering conmunications with fifteen | aw

2State Farmrelies on three Arizona cases to showthat Arizona
| aw on st acki ng was unsettled and its position on stacking therefore
reasonable. See G annini v. State FarmMit. Auto. Ins. Co., 172 Ari z.
468, 471, 837 P.2d 1203, 1206 (App. 1992) (D vision One hel d anti -
st acki ng provisionin State Farm's policies sufficient toinvoke AR S.
§ 20- 259. 01(F) and precl ude st acki ng i n sarme situati on presented here);
State FarmMut. Auto Ins. Co. v. Berardi, No. 2 CA-CV 93-0051 (App.
1993) (nem), reviewdenied (March 16, 1994) (Division Two hel d t hat
State Farmwas required to permt stacking of policyholder’'s UM U M
clainms; this decision resulted in State Farmall ow ng stacking for
pol i cyhol ders residing within D visionTwo' s boundaries); State Farm
Mut. Auto. Ins. Co. v. Lindsey, 180 Ariz. 456, 462, 885 P.2d 144,
150 (App. 1994) (Division One agai n hel d that anti-stacki ng provision
inState Farm s policies “plainly enconpass[es AR S. 8§ 20-259. 01(F)’ s]
limtations onstacking.”). W vacatedthe court of appeal s’ opinion
i n Li ndsey, hol ding that State Farm s policy formdid not conply with
the statute. 182 Ariz. at 332, 897 P.2d at 634. Plaintiffs cite
the record in these sane cases, and others unreported, to show t hat
State Farm shoul d have known Plaintiffs clains were valid.
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firms. Plaintiffs filed a notion to conpel discovery and for an in-
canmera review of the contested docunents. They did not agree with
State Farnis characterization of its position, arguing that State
Farminjected the subjective good faith beliefs and nental state of
its clains people as an issue in the case, thus inplicitly waiving
the privilege.

16 After a hearing, thetrial judge granted Plaintiffs’ notion
t o conpel production of the contested docunents. Evidently agreeing
with Plaintiffs’ characterization, the judge stated:

Plaintiff next argues that the attorney-
client privilege has been inpliedly waived by
Def endant s based upon a cor porate
know edge/ advi ce of counsel defense. If a
defendant sets forth a defense that it is not
|i abl e because it based its decision on the
advi ce of counsel then it has inpliedly waived
the attorney-client privilege by placing the
advi ce of counsel at issue. Defendants inthis
case claimthat it has not expressly raised the
def ense of advice of counsel.

Inthis case, Def endants have cl ai med t hat
its managers held a good faith belief in their
interpretation that stacking was not permtted
under its insurance policies. VWil e not
expressly setting forth the advice of counsel
defense, thefactsinthis case denonstrate that
t he Defendants’ position on stacking was nmade
after having its counsel reviewthe applicable
statutes and devel opi ng cases and advi se the
cor por at e deci si on nakers. Thus, the advice of
counsel was a part of the basis for Defendants’
position that was taken. The advice of counsel
defense is inpliedly one of the bas[e]s for the
defense Defendants nmaintain in this action.
Def endant s have, therefore, inpliedly waivedthe
attorney-client privilege.

M nute Entry, Jan. 19, 1999, at 4 (enphasis added).

17 The judge’ s minute entry, read inlight of counsel’s previous
briefing, shows that he accepted State Farnis avowal that it would
not advance an express reliance on advice-of-counsel defense. He

concl uded further that State Farmwoul d not be rel yi ng on t he obj ective
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r easonabl eness of the deci sion to deny stacking. Instead, State Farm
was defending Plaintiffs’ claimby assertingthat its clai ns managers
hel d a subjective good-faith belief that their decision to deny
st acki ng was reasonabl e under what they knew about the state of the
lawas it then existed. See, e.g., State Farnmis avowal that it would
defend in part “on what its decisionnakers knew, thought and did.”
See Petition for Review, Appendix 5, at 1. The judge evidently
bel i eved t hat what State Farmknewi ncl uded advi ce of counsel because
that “was a part of the basis for” the defense. He therefore concl uded
that State Farminpliedly waived the privilege when it put at issue
t he subj ective | egal know edge of its managers after they sought and
received | egal advice. As will be explained, we find no abuse of
di scretion in those findings.

18 State Farmfiled a special actionin the court of appeals
contesting the trial judge s finding of wai ver. The court of appeal s
hel d that the “judge m sapplied the law’ in finding a wai ver because
“therecord shows” State Farnis “defenseis that it reasonably believed
the policies conpliedwi th the [anti-stacking] statute and that this
bel i ef was based on the pertinent case | awthat existed before

Li ndsey.” State FarmMut. Auto. Ins. Co. v. Lee, 197 Ariz. 347, 349,
356 11 3, 31, 4 P.3d 402, 404, 411 91 3, 31 (App. 1999). State Farnis
defense, the court said, “is based on an objective assessnent of the
case law, the statute, and the policy |language.” 1d. at 356 f 31,
4 P.3d at 411 1 31. As wll be seen, we do not agree with the court
of appeal s’ characterization of State Farnis defense. |If State Farm
had nerel y deni ed bad faith and def ended on an obj ecti ve basi s, w thout
advancing its agents’ subjective understandi ng of the | aw, we woul d

have a different case.



19 The court of appeal s anal yzed whet her a findi ng of wai ver
was nonet hel ess warrant ed based on Ari zona’ s adherence to t he “fai rness
approach” i ndeciding waiver. Id. at 353-58 | 21-36, 4 P. 3d at 408-13
19 21-36. In Arizona, a party will not be allowed to assert the
privil ege when doi ng so “pl aces the cl ai mant i n such a position, with
reference to the evidence, that it would be unfair and i nconsi stent
to permt the retention of the privilege. 1t is not to be both a
sword and a shield . . . .” Throop v. F.E. Young & Co., 94 Ariz.
146, 158, 382 P.2d 560, 568 (1963) (citing 8 JoN H WGVORE, EVi DENCE
IN TRIALS AT COWON LAW § 2388, at 855 (J. McNaughton rev. ed. 1961));
see also Uibarri v. Superior Court, 184 Ariz. 382, 385, 909 P.2d
449, 452 (App. 1995), reviewvacated as i nprovidently granted (Ui barri
v. Hancock, 186 Ariz. 419, 924 P.2d 109 (1996)).
7110 The court of appeal s then deci ded t hat t he so-cal | ed Hearn
test, as articulatedinHearnv. Rhay, 68 F. R D. 574 (E. D. Wash. 1975),
was boththe majority rul e and t he one t hat best conports with Ari zona
case lawinterpreting the fairness approach. See Lee, 197 Ariz. at
352 7 14, 4 P.3d at 407 1 14. The Hearntest setsforththreecriteria
that nmust be net to find an inplied waiver of the attorney-client
privil ege:

(1) assertion of the privilege was a result of

sone affirmative act, such as filing suit [or

rai sing an affirmati ve defense], by the asserting

party; (2) through this affirmative act, the

asserting party put the protected information

at issue by making it relevant to the case; and

(3) application of the privilege would have

deni ed t he opposing party access to i nformati on

vital to his defense.
68 F.R D. at 581.

111 The court of appeals found that prongs one and two were

not satisfied because State Farm nade no affirmative act that put



the privileged material at i ssue. See Lee, 197 Ariz. at 357-58 | 36,
4 P.3d at 412-13 § 36. State Farmdenied it acted in bad faith, and
a mere deni al of a cause of actionis not the kind of act that waives
the privilege. “An insurer’s denial of an insured' s allegations of
bad faith, and its assertion that it acted in good faith . . . |
Wi thout nore, do not . . . giverise to an inplied waiver. ”
Id. at 357 1 36, 4 P.3d at 412 1 36 (citing Hearn, 68 F. R D. at 581).
We agree with this conclusionbut thinkit inapplicabletothis case.
W al so agree with the statenent that our cases have fol | oned WGWRE' S
approach and have adopted the Hearn test but do not agree with the

court’s conclusionthat the facts of this unusual case fail the Hearn

standard, at least as it has been applied in Arizona.

DI SCUSSI ON

112 In discovery matters, including rulings on assertion of
the privilege, the trial judge has broad discretion that we review
only for abuse. See Brown v. Superior Court, 137 Ariz. 327, 331,
670 P.2d 725, 729 (1983). “The discretion, however, is a |lega

discretion. It includes the right to decide controverted factual

i ssues, todrawinferences where conflictinginferences are possible
and to wei gh conpeting interests. It does not include the privilege
of incorrect application of law or of a decision predicated upon
irrational bases.” 1d. at 332, 670 P.2d at 730 (enphasis added).
W followthese principles inreviewng the trial judge s order in

t he present case.

A. State Farnis contention

113 An inportant prelimnary question, and thus our first



concern, istodetermne State Farnmi s positionin defendingthis case
—a question on whi ch t here has been consi der abl e di sagr eenent bet ween
counsel, the trial judge, and the court of appeals. It is also a
matter on which there was and i s considerabl e di sagreenent in the
briefs and in oral argunent before this court. After review ng the
record, we think that the best characterization of State Farni s def ense
is that given by State Farmitself:

St ate Farm made cl ear both here and bel ow t hat

its defense has both objective and subjective

conponents because the defense necessarily

mrrors plaintiffs’ clains, whichthensel ves have

bot h obj ecti ve and subj ecti ve conponents. Once

again, State Farmasserts that its conduct was

objectively reasonable and subjectively

reasonabl e and i n good faith because of what its

policies, the statute and the case | awactual |y

said (not what State Farmis |awers said they

sai d), and because of what its personnel actually

knew and di d (not what State Farm s | awyers told

themto do).
State Farmi s Response to Plaintiffs’ Mtion for Reconsideration (in
t he Court of Appeals), at 3 (enphasis added). State Farmis position
inthiscourt isessentially the sane. Its defensew || include “what
its personnel actually knew and did” but “not because of what its
| awyers advised.” Response to Petition for Review, at 5.
114 State Farm had its agents evaluate the |law — policy
provi sions, statutes, and cases. As part of that evaluation, the
agents were infornmed by counsel. On the basis of this evaluation,
i ncl udi ng, we nust suppose, the i nformati on gai ned fromcounsel, State
Farm s agents denied the clains in good faith based on their view
of the law, not because of what its |awers advised. W note, of
course, that State Farmdoes not cl ai m—perhaps, in honesty, could
not —that the |awers’ advice forned no part of the eval uation.

State Farmal so does not claimthat the i nformation provi ded by the

10



| awyers was not included in the eval uati on process but only that it

did not do what it did because of what its | awers advised. G ven
these avowals, we believe the trial judge was well wthin his
di scretion in concluding that advice of counsel was a part of the
basis for State Farnmi s defense. Wat State Farmknew about the | aw
obviously included what it [earned fromits | awers.

115 The questi on before us i s whether, having all eged that its
actions were obj ectively and subj ectively reasonabl e andin goodfaith
based onits eval uati on of the | aw—an eval uation that incl uded advi ce
of counsel, State Farmmay then rai se the privil ege as a bar to prevent

di scovery of the information in the possession of its enpl oyees and
manager s when t hey nade the subjective determ nati on and concl uded
that thelawpermtted themtoreject Plaintiffs’ clains. O course,

State Farmis not liable for bad faith just because hindsi ght shows
its enpl oyees were wong. On the other hand, State Farmis liable
for bad faith if the evidence shows its enpl oyees could not or did
not reasonably believe that the first-party stacking clains could
be rejected within the bounds of the law. See Zilischv. State Farm
Mut. Auto. Ins. Co., 196 Ariz. 234, 237 § 20, 995 P.2d 276, 279 1 20
(2000).2% The information in question is very relevant and materi al

— what i nformation coul d be nore i nportant to determ ni ng what t hese

enpl oyees and nanagers actually knew and reasonably believed than

*\We bear in mind throughout this opinion that the litigation
before us is between aninsurer andits insureds. State Farnmis duties
and obligations in this regard are somewhat nore stringent than in
di sputes with third parties. In Zilisch, we said that an insurer
may properly challenge fairly debatable clainms, but it nust also
exerci se reasonabl e care and good faith. An insurer dealing with
afirst-party claimnust “play fairly withits insured,” give equal
considerationin handlingthe claim and do soin fairness and honesty.
196 Ariz. at 237 {1 19-20, 995 P. 2d at 279 1 19-20 (ci ti ng and quoti ng
Eron1{?mﬁings v. Apodaca, 151 Ariz. 149, 154, 726 P.2d 565, 570

1986)) .

11



t he advi ce they obtained fromcounsel wth respect to the validity
of stacking clainms? But thereis norethanrel evance and materiality
needed to find a wai ver, for comuni cations wi th counsel are al nost
al ways very rel evant and materi al . We concl ude t hat under t he Hearn
test, in cases such as this in which the litigant claimng the
privilege relies on and advances as a cl ai mor defense a subjective
and all egedly reasonabl e eval uati on of the | aw —but an eval uati on
t hat necessarily incorporates what thelitigant | earned fromits | awer
—the communication is discoverable and adm ssi bl e.

116 Thus, we agree with the court of appeal s t hat before a wai ver
can be inplied, a Hearn-like requirenent of an affirmative act of
putting the privileged materials at issue is necessary. See Lee,
197 Ariz. at 354 § 24, 4 P.3d at 409 1 24. W also agree that nere
deni al of the allegations in the conplaint, or an assertion that the
deni al was in good faith, is not aninpliedwaiver. Seeid. at 354-55
1 25, 4 P.3d at 409-10 § 25. But in this case, State Farmadvances
its owmn interpretation of the |aw as a defense, including what its
enpl oyees knew, prior to Lindsey, in making that evaluation. True,
St at e Farmdoes not claimthat it rejectedthe stacking clains because
of its |awers’ advice, but it does not deny that what its enpl oyees
knew i ncluded information fromthe | awyers.

117 As will be seen fromour cases, there is no question that
express reliance on an advi ce-of -counsel defense would constitute
an i nplied wai ver under al nost any test. See also 1 JoHN W STRONG,
McCorM K ON Evi DENCE § 93, at 373 (5'" ed. 1999). The question here is
whet her and when an assertion short of an express advi ce- of - counsel
def ense wai ves the privilege. Hearn, of course, found a wai ver of

privilege, despite the governnment’s di savowal of reliance on an advi ce-
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of - counsel defense, because t he governnent had affirmatively cl ai ned
aqualifiedimmunity, thus puttinginissuethe question of “disregard

of settled, undisputable law.” 68 F.R D. at 581-82 nb5.

B. The Arizona cases
118 I n previous opinions, our courts have found reliance on
a privilege unfair when used as both a sword and a shield. I n

Uibarri, for instance, a patient sued her psychiatrist for nedical
mal practice. 184 Ariz. at 384, 909 P.2d at 451. The statute of
limtations had expired, but the patient argued that the statute had
been tolled because the psychiatrist repressed her nmenory. The
psychi atri st counterclai med, accusing the patient of attenpting to
bl ackmai | hi mby threatening to go public with all egations of sexual
m sconduct. The psychiatrist alleged that as part of a blacknail
schene, the patient told hi mshe consulted an attorney, who advi sed
her to sue him |If true, this would showthe patient renmenbered t he
incident, thus negating the tolling claim The patient denied
threatening the psychiatrist wth the attorney’'s advice. The
psychi atri st sought to depose the attorney, and t he pati ent asserted
the attorney-client privilege. The court of appeals wote:
[I]t is only fair that [the psychiatrist] be

al l oned t o ask the attorney whet her those al | eged
communi cations occurred.

* * %

“[The patient] is not permtted to thrust his
| ack of know edge into the litigation as a
foundati on or condi ti on necessary to sustain his
claim against [the psychiatrist] whi |l e
sinmultaneously retaining the |awer-client
privilege to frustrate proof of know edge
negating the very foundation or condition
necessary to prevail on the claim asserted
agai nst [the psychiatrist]. Such tactic would
repudi ate the sword-shield maxim. . . .~

13



184 Ariz. at 385, 909 P. 2d at 452 (quoti ng League v. Vani ce, 374 N. W 2d
849, 856 (Neb. 1985)). I n League, a mnority sharehol der sued the
corporate president for breach of duty, and the president raised a
statute of limtations defense. The sharehol der plaintiff clained
| ack of know edge of his legal rights because the transactions, he
sai d, had been concealed fromhim Applying the Hearn test, the
Nebr aska Suprenme Court concluded that the plaintiff had “injected
hi s know edge, or |ack of know edge,” as a “crucial issue . . . to
sustain his claim. . . while sinultaneously retaining the | awyer-
client privilege to frustrate proof of know edge negating the very
foundati on or concl usi on necessary to prevail onthe claim” League,
374 N.W2d at 856. Plaintiff was using the privilege as both a sword
and a shield. Thus, the court held the privilege had been wai ved.
119 In Elia v. Pifer, our court of appeals applied the Hearn
test and found a waiver in a legal nalpractice action in which a
plaintiff clainmed privilege for the conmuni cati ons between hi nsel f
and the attorneys he hired after the defendant’ s al | eged nmal practice
occurred. 194 Ariz. 74, 977 P.2d 796 (App. 1998). The plaintiff
cl ai med t he def endant attorney was negligent in accepting a divorce
settlement without first discussing it with him The attorney
asserted, anong ot her things, that the | awers who succeeded her and
who were representing plaintiff inthe mal practi ce acti on caused sone
or all of the damages by failing to appeal the settlenment decree or
take other actionto mtigate the danages. The def endant sought access
to communi cations between the plaintiff and his current attorneys
so that she could determ ne the reason for their failure to take any
actionto challenge the original decreeincorporatingthe settlenent.

Rel yi ng on Hearn and League, our court of appeals found all three

14



prongs of the Hearn test satisfied because the plaintiff deni ed having
known of his right to appeal the original decree. See id. at 81-82
191 36, 38-40, 977 P.2d at 803-04 1 36, 38-40. The conmuni cations
between the plaintiff and his | awers were therefore placed directly
at issue by the plaintiff’s assertion that he | acked know edge of
his right to appeal when this | ack of know edge was the basis of his
damage claim  Thus, the court concluded the party asserting the
privilege was attenpting to use it to shield informati on about his
| egal knowl edge fromthe opposing party while using an all eged | ack
of such know edge as a sword to further his cause of action. See
id. at 82 T 40, 927 P.2d at 804 T 40. In thus applying Hearn and
fol |l ow ng League, our court of appeals saidit was rejectingthe strict
test followed in California and other states for determ ni ng wai ver
of privilege and was applying the “nore liberal” test of the Hearn
case. |d. at 81-82 1Y 37-38, 977 P.2d at 803-04 {9 37-38.

120 This, the court said “was consistent wwth Arizona |[aw ”
Id. at 82 40, 977 P.2d at 804 § 40. The Arizona |aw the court
referred to is Throop, in which this court found an inplied waiver
of the physician-patient privilege when a party defended agai nst an
al | egati on of negligently causing an autonobil e acci dent by denyi ng
negl i gence and cl ai m ng sudden heart attack as a cause of the acci dent.
The personal representative of the deceased driver i ntroduced a death
certificate showi ng that the deceased di ed of a sudden heart attack.
The plaintiff wished to introduce testinony that a doctor had told
the deceased to refrain fromdriving because of his severe heart
condition. The representative attenpted to invoke the physician-
patient privilege to preclude the doctor’s testinony. W said that

“[t]he claimof privilege to buttress such a position is contrary

15



tothe spirit of the privilege and the purpose of trials to ascertain
the truth.” 94 Ariz. at 157-58, 382 P.2d at 567-68. The fairness
concept and t he sword and shi el dnet aphor that come upinall our | ater
cases was first used in Throop's quote fromWawre.* |d. at 158, 382
P.2d at 568. Again, we saw i nherent unfairness of concern to the
court when the deceased’ s nedi cal condition was made an i ssue in the
case, but the privilege was then raised to attenpt to prevent the
adversary from showi ng that the deceased knew of the condition

121 Sim | ar | anguage was used when a cri m nal def endant cl ai ned
he had not been given information essential for an inforned deci sion
on his plea agreenent. See State v. Cuffle, 171 Ariz. 49, 52, 828
P.2d 773, 776 (1992). W held that by rai singthat clai mthe def endant
wai ved the privilege with respect to the information given to him
by his attorney. Seeid. at 53, 828 P. 2d at 777. The court of appeal s
reached alikr result inapersonal injury casein whichthe defendant
was al |l eged to have driven under the influence. Buffav. Scott, 147
Ariz. 140, 708 P.2d 1331 (App. 1985). The defendant placed her
physi cal condition in issue by testifying she had ingested only a
m ni mal anmount of al cohol. The court of appeals held that the tri al
judge acted within his discretionin finding awaiver of the doctor-

patient privilege because the defendant had cross-exam ned the

A wai ver is to be predicated not only
when the conduct indicates a plain
intention to abandon the privil ege,
but al so when t he conduct (though not
evincing that intention) places the
claimant in such a position, wth
reference to the evidence, that it
woul d be unfair and inconsistent to
permt theretention of the privil ege.
It is not to be both a sword and a
shi el d.

8 WaworE, supra 8 2388, at 855.
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plaintiff’'s expert to gain adm ssions that, under the hypothesis
created by defendant’s testinony, plaintiff’s blood al cohol |evel
may have been nuch | ower than the plaintiff contended. See id. at
143, 708 P. 2d at 1334. Once t he def endant nade t hat cross-exam nation
and argued those points, the court said, the defendant’s conduct was
“such that it would be both unfair and inconsistent with the
privilege' s purpose” topermt it to be usedto prevent the adm ssion
of the blood al cohol tests nade at the hospital. Id. at 144, 708
P.2d at 1334-35.

C. D savowal of express reliance on advi ce of counsel whil e def endi ng
on basis of |egal know edge or |ack thereof

122 The court of appeals in the present case correctly noted
that State Farmwas not rel yi ng on counsel’s advice to establish that
its conduct was reasonable and in good faith. |[If State Farm were
nmerely asking its expert witness to eval uate the reasonabl eness of
i ts conduct under the statutes, the case |l aw, and t he policy | anguage,
St at e Far mwoul d not have put counsel’s advi ce to t he cl ai ns manager s
at issue; nor would Plaintiffs need to know what the cl ai n8 managers
actual ly believed about the legality of stacking to prove that State
Farm s position was not objectively reasonabl e.

123 But as our cases have shown, a litigant’s affirmative
di savowal of express reliance onthe privileged communicationis not
enough to prevent a finding of waiver. When a litigant seeks to
establish its nental state by asserting that it acted after
investigating the | aw and reaching a well-founded belief that the
|awpermtted the actionit took, thenthe extent of itsinvestigation
and the basis for its subjective evaluationare calledinto question.

Thus, the advice received fromcounsel as part of its investigation
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and evaluation is not only relevant but, on an issue such as this,
inextricably intertwned with the court’s truth-seeking functions.
A litigant cannot assert a defense based on the contention that it
acted reasonably because of what it did to educate itself about the
| aw, when its investigation of and know edge about the | aw i ncl uded
information it obtained fromits | awer, and then use the privil ege
to preclude the other party fromascertai ning what it actually | earned
and knew. Justice Martone put it well indescribinganinpliedwaiver
of the marital privilege:

Where, as here, (1) alitigant asserts a claim

in which she affirmatively puts protected

information at issue, (2) such information is

intended to defeat a statutory defense . . . |,

and (3) the Ilitigant asserts the marital

privilege to deny the opposing party access to

evidence vital to defeating the claim then the

party asserting the privilege has waived it.

Uibarri’s allegations of nenory | oss pl aced

her nenory at i ssue and were i ntended, at | east

in part, to defeat the statute of limtations

def ense. She then asserted the narital privilege

as to comunications with her husband, thus

denying [defendant] vital rebuttal evidence.

In ny view, we should not allowa litigant “to

use as a sword the protection which the

Legi sl ature awarded them as a shield.”
Hancock, 186 Ariz. at 419, 924 P.2d at 109 (Martone, J., dissenting
fromorder vacating reviewas i nprovidently granted) (quoting Pappas
v. Hol | oway, 787 P. 2d 30, 36 (Wash. 1990), whi ch fol | owed Hearn) (ot her
citationsomtted). Wilethe privilege as to comuni cati ons between
spouses has a di fferent purpose, those communi cations certainly have
as nuch sanctity as those between | awyer and client. Thus, the above-
guot ed vi ew expressed i n Hancock accords wi th our previous hol ding
that a wai ver can be inplied when a party injects a matter that, in
t he cont ext of the case, creates such a need for the opponent to obtain

the information allegedly protected by the privilege that it would
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be unfair toallowthat party to assert the privilege. See Uibarri,
184 Ariz. at 385, 909 P. 2d at 452. W believe the rul e was accurately
st at ed by t he Del aware Suprene Court inacasesimlar tothe present:

A party cannot force an insurer to waive the

protections of the attorney-client privilege

nerely by bringing a bad faith claim \Were,

however, an i nsurer nmakes factual assertions in

def ense of a cl ai mwhi ch i ncorporate, expressly

or inplicitly, the advice and judgnent of its

counsel, it cannot deny an opposing party “an

opportunity to uncover the foundation for those
assertions in order to contradict them?”

* * %

Qur ruling does not create a rule of per

se waiver of the attorney-client privilege in

i nsurance bad faith cases. But where, as here,

an i nsurer makes factual representati ons which

inmplicitly rely upon |egal advice as

justification for non-paynment of clains, the

I nsurer cannot shielditself fromdi scl osure of

t he conpl ete advi ce of counsel relevant to the

handl ing of the claim
Tackett v. State FarmFire & Cas. I ns. Co., 653 A 2d 254, 259-60 (Del .
1995) (quoting Friction Div. Prods., Inc. v. E. 1. DuPont de Nenours
& Co., 117 F.R D. 535, 538 (D. Del. 1987)) (other citations omtted)
(enphasi s added).
124 The court of appeals refused to foll ow Tackett because it
bel i eved the case “placed far too | ow a burden” on assertion of the
privilege. Lee, 197 Ariz. at 355 T 27, 4 P.3d at 410 { 27. The court
al sointerpreted Tackett to stand for the proposition®“that aninsurer
may not assert and attenpt to prove it acted reasonably wi thout
necessarily placing privileged coomuni cations at issue.” 1d. at 356
9 31, 4 P.3d at 411 § 31. W think the court interpreted Tackett
too broadly but agree that an insurer may attenpt to showit acted
reasonably and in good faith w thout waiving the privilege.

125 Tackett i nvol ved a bad faith clai mbased on the carrier’s
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delay in evaluation and its assertion that it handled the claimin
a routine manner. 653 A 2d at 257. Finding that an inplied waiver
inthat situation m ght open t he door of waiver too w dely, our court
of appeal s rejected Tackett. See Lee, 197 Ariz. at 355 Y 27, 4 P.3d
at 410 § 27. The court instead relied on a Montana case that refused
tofindawaiver of privilegeinabadfaith caseinwhichtheinsurer
intended to call experts at trial to testify to opinions based on
areviewof theentireclains file, includingattorney correspondence.
See id. at 356 f 32, 4 P.3d at 411 | 32 (citing Palnmer v. Farners
I ns. Exch., 861 P.2d 895, 901 (Mont. 1993)). W agreewiththeresult
in Palmer but not with its viewof the law —that the privilege is
not wai ved “unl ess the insurer directly relies on advi ce of counsel
as a defense to the bad faith charge.” Palner, 861 P.2d at 907
(enmphasis in original) (quoting Spectra-Physics v. Superior Court,
198 Cal . App. 3d 1487, 1490, 244 Cal .Rptr. 258, 261 (1988)). As we
have seen, our cases on t he subject haverejected the Californiaview
that inplied waiver will be found only when the party advances an
express claimof reliance on advice of counsel. See supra T 19.
Nei t her Hearn nor our jurisprudence agrees with so restrictive an
interpretation, and we reject it again today.

A privileged person would sel dom be found to

waive, if his intention not to abandon could

al one control the situation. There is always

al so the objective consideration that when his

conduct touches a certain point of disclosure,

fairness requires that his privilege shall cease

whet her he 1 ntended that result or not.
8 WGWRE, supra 8§ 2327, at 636.
126 But where is the certain point at which fairness requires

t hat assertion of the privil ege be precluded? There is a great deal

of confusioninthe cases and a great deal of difficulty inreconciling
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t hem

RESTATEMENT ( THI RD) OF LAWGOVERNI NG LAWERS 8 80 (Reporter’s Note, cnt. b)
(other citations omtted).
m ght be wai ved whenever aclient’s nental state was i nissue.
according to MCorv K, i s “dubi ous” absent “accept ance of the Benthamte

principle that the privilege ought to be overthrown to facilitate

W believe the followng is a good description:

Putting a privileged communi cation into issue.
At | east three approaches to the waiver [issue
exist]: The first approach radically hol ds that,
whenever a party seeks judicial relief, the party
inpliedly waives the privilege. A second
approach woul d attenpt to bal ance the need for
di scl osure agai nst the need for protecting the
confidentiality of the client’s comuni cati ons
on the facts of the individual case. [citing
Elial] The third approach avoi ds the extrenes
of an over-inclusive automatic-waiver rule or
an indetermnate, ad hoc bal anci ng approach.
Instead, it focuses on whether the client
assertingthe privilege hasinterjectedtheissue
into the litigation and whether the claim of
privilege, if upheld, would deny the inquiring
party access to proof needed fairly to resist
the client’s own evidence on that very issue.
[citing Hearn]

the search for truth.” 1 McCormcCK, supra 8 93, at 373.

accept that principle, though sone of the | anguage of our cases woul d

seemto do so, and instead adopt a nore narrow Vi ew.

127

The text of the rule reads as follows, so far as rel evant

to the present case:

The attorney-client privilegeis waived for any
rel evant communicationif the client asserts as
to a material issue in a proceeding that:

(a) the client acted upon the advi ce of a |l awer
or that the advi ce was ot herwi se rel evant tothe
| egal significance of the client’s conduct

ResSTATEMENT & 80(1) (enphasis added).

128

Not e, as expl ained in comrent b, is not only the best but is at | east

W believe the third approach described in the Reporter’s
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as restrictive, and perhaps nore, as the one we have followed in
Arizona. W therefore apply ReSTATEMENT 8§ 80 here. In doing so, we
reject theideathat thenerefiling of abadfaith action, the deni al
of bad faith, or the affirmative claimof good faith may be found
to constitute an inplied waiver of the privilege. The party that
woul d assert the privil ege has not wai ved unl ess it has asserted sone
claimor defense, such as the reasonabl eness of its eval uation of
the I aw, which necessarily includes the information received from
counsel. In that situation, the party claimng the privilege has
interjected the issue of advice of counsel into the litigation to
t he extent that recognition of the privil ege woul d deny t he opposi ng
party access to proof wi thout which it woul d be inpossible for the
factfinder to fairly determ ne the very i ssue raised by that party.
W bel i eve such a point is reached when, as in the present case, the
party asserting the privilege clainms its conduct was proper and
permtted by | aw and based in whole or in part on its eval uation of
the state of thelaw. Inthat situation, the party’ s know edge about
the lawis vital, and the advice of counsel is highly relevant to
the | egal significance of the client’s conduct. Addto that the fact
that the truth cannot be found absent exploration of that i ssue, and

the conditions of RESTATEMENT § 80 are net.°

>The unfai rness not just to the party opposi ng assertion of the
privilege but tothe entire systemandits attenpt to find the facts
Is, wethink, well illustrated by referenceto the deposition of Tucson
Cl ai ns Superintendent Gllespie. See supra note 1. Review of that
depositionindicates that Gllespie hadlittle or nol egal know edge
except for that supplied by State Farni s counsel. For exanpl e, when
asked what [ egal training State Farmgave himto qualify himto make
t he eval uationin question, the foll ow ng col | oquy between Pl ai ntiffs’
attorney and G |l espie took place:

Q Tell nme how they taught you about the

Arizona | aw.
A Specifics, | just don't recall.
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129 Thi s approach accords with the Arizona authority revi ewed
above —though it may be nore restrictive than the view expressed
in sone of our previous cases —and with other courts that have
foll owed the path we take today regardingalitigant’s testinony that
it not only acted properly but actually evaluated the | aw and drew
reasonabl e conclusions astothe propriety of its conduct. See League,
374 N.W2d 849; Pappas, 787 P.2d 30; see also United States v.
Bil zerian, 926 F.2d 1285 (2d Gir. 1991). In Bilzerian, a securities

fraud case, the defendant proposed to testify that he acted i n good

* * *

Q . . . you don't renenber anything at all?
A No.

Deposition of Dwight Gllespie, July 13, 1999, at 54-55. Mor e
specifically on the stacking issue:

Q QO her than the advice they [State Farnis
counsel ] may have gi ven you, can you poi nt
me to a single source of information that
| can | ook through to find out what other
| egal information was provided to you or
woul d have been avail able to you as d ai ns
Superi nt endent ?

No.

* * *

Q Do you have any recollection or
understanding as to whether the |aw of
stacking [UM or [UM coverage was cl ear
or unsettled [in 1990]?

* * *

A O fhand, | don't.

ld. at 56, 239-40 (objections omtted). Indeed, GIllespie could
remenber nothi ng about the demand or clainms, other than seeing “a
book or magazi ne” that he could not identify. 1d. at 75. Nor did
he have copies. 1d. at 76. Nor could he explain the case |aw or
the statutes, nor give any reason or recollection other than what
the | awyers m ght have said. [Id. at 290-91.
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faith and | acked t he necessary nens rea because he t hought hi s acti ons
were | egal. Wen he went beyond denying bad faith and intent and
affirmati vely cl ai ned he t hought his conduct was | egal, he “put his
know edge of the | aw and the basis for his understandi ng of what the
lawrequiredinissue. Hi s conversations with counsel regarding the
legality of the schenmes would have been directly relevant in
determ ni ng t he extent of his know edge and, as aresult, hisintent.”

926 F. 2d at 1292;°see al so Cox v. Admi nistrator U S. Steel & Carnegi e,

°Bi | zeri an cont ai ns ot her explicit | anguage to t he sane effect.
See 926 F. 2d at 1293-94. Despite this, the Second Circuit recently
described Bilzerian in different terns, stating the foll ow ng:

Whet her fairness requires disclosure has been
deci ded by the courts on a case-by-case basis,
and depends primarily on the specific context
in which the privilege is asserted. Thus, in
Bil zeri an, we hel d t hat a def endant who i nt ended
to testify as to his “good faith” reliance on
| egal advice could not prevent the governnent
fromcross- exam ni ng hi mon advi ce recei ved from
counsel . Because the defendant raised the
advi ce- of - counsel defense, and sought to rely
on privileged information in the judicial
setting, the court found that if defendant so
testified a broad wai ver woul d be appropri ate.

In re Gand Jury Proceedings, 219 F.3d 175, 183 (2d G r. 2000)
(enphasi s added) (citations omtted).

O course, we have no transcript of the record in Bilzerian,
but nothinginthe opinionindicates that the defendant wastotestify
that hereliedonlegal advice or that he rai sed t he advi ce- of - counsel
def ense. Quite to the contrary, the opinion indicates that the
defendant intended to testify only to his good faith belief that his
actions were legal. The portion of the opinion that concludes a
di scussi on of the privilegeissue ends with the foll ow ng words, which
conport al nost exactly with our holding in the present case:

The trial court’srulingleft defendant freeto

testify without gettinginto his state of m nd,
but correctly held that if he asserted his good

faith, the jury would be entitled to know t he
Pasif of hi s understandi ng that his acti ons were
egal .

Bil zerian, 926 F.2d at 1294.
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17 F.3d 1386, 1418 (11'" Cir. 1994) (once defendant injects defense
that it intended to conply with law and acted in accord with its
know edge of law, it waives attorney-client privil ege); Apex Mini ci pal
Fund v. NG oup Securities, 841 F. Supp. 1423, 1431 (S.D. Tex. 1993)
(finding wai ver once defendant injects its own understandi ng and
interpretation of law in denying fraudulent intent).

130 Justice Martone’ s di ssent reaches t he opposite concl usi on,
arguing that there was no inplied waiver of the privil ege because
Plaintiffs, not State Farm rai sed t he subjective good faith of State
Farm s cl ai ns people. In making that argunent, the Martone di ssent
over| ooks t he basi s of our decision. It istruethat Plaintiffsraised
the subjective bad faith of State Farm s enpl oyees, but it is not
State Farnis denial of that allegation that waives the privilege.
Nor does State Farmis affirmative assertion of good faith wai ve the
privilege. It is, rather, State Farmis affirmative assertion that
its actions were reasonabl e because of its evaluation of the |aw,
based onits interpretation of the policies, statutes, and case | aw,
and because of what its personnel actually knew and did.

131 But what its personnel did, presumably anong ot her t hi ngs,
was to consult counsel and obtain counsel’s views of the neaning of
the policies, statutes, and case |l aw. Having asserted that its actions
wer e reasonabl e because of what it knew about the applicable |Iaw,
State Farmhas put inissuetheinformationit obtained fromcounsel.
This conclusion, and the inplied waiver that flows fromit, is
consistent wwth Uibarri, Elia, Throop, and Cuffl e, the Ari zona cases
di scussed ante at 19 18 to 21. It is also consistent with the
RESTATEMENT r equi renent that the “client” —neaning the party cl ai m ng

the privil ege —nust have asserted t hat the advice fromcounsel “was
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otherwi serelevant tothe |l egal significance of theclient’s conduct.”
RESTATEMENT 8 80(1)(a). In basing its defense on what its agents knew
of the law, State Farmnmade the advice of its |awers “relevant to
the |l egal significance of [its] conduct.” 1d.

132 The Martone di ssent argues that State Farm has not said
the lawers’ advice was relevant to the |l egal significance of its
conduct . Dissent at 1 48. True, but such an assertion is the
functi onal equival ent of an express advi ce- of -counsel defense. Mbst
sophisticated litigants will know better than to dig that hole for
thensel ves. W do not read the RESTATEMENT t 0 require such a nmagi cal
adm ssion, nor to require that the court accept as dispositive the
client’s assertion that it did not rely on the advice it received.
Dissent at § 51. If it asserted that it had relied, of course, that
woul d, agai n, be equi val ent to an express advi ce- of —counsel defense.
133 There is, of course, roomfor di sagreenent on this subject,

and there is plenty of disagreenent.’ See, e.g., Palner, 861 P.2d

"W have al so considered the viewof amci. See in particular
the briefs of Geoffrey C. Hazard, Jr. and the Anerican Corporate
Counsel Association (ACCA). Prof essor Hazard, a distinguished
authority, argues that while the "put in issue" exception to the
privilegeisrecognized, it should belimtedto situations in which
the claimant relies on advice of counsel to the extent of claimng
that what he did "may be illegal but ny lawer told ne it was OK. "
Hazard brief, at 3. Thus, Professor Hazard rejects the "bal anci ng
test” of Hearn, concluding thereis "really no roont for such a test
wi th respect toanevidentiary privilege solongas the party clai mng
the privilege did not attenpt to use the attorney’s advi ce to escape
liability. Id., at 5-6. But Arizona |long ago rejected that view,
considered and used the fairness elenent contained in WGWRE S
approach, adopted t he bal anci ng test of Hearn, and, as we have seen,
applied it in a nunber of cases.

The ACCA argues that the privilege is not waived sinply because
a litigant has consul ted counsel or denied the all egations nade by
its adversary. This is not enough "to pl ace privil eged conmuni cati ons
‘“at issue’ and thereby waive the privilege." ACCADbrief, at 5. Nor
isthe nere fact of rel evance sufficient to place the conmuni cati ons
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at 904- 05, 907 (citing Californiacases that our cases have rejected);

Rhone- Poul enc Rorer, Inc. v. Home Indem Co., 32 F.3d 851 (3d Cir.

at issue. | d. But we agree with these contentions. So did
Plaintiffs, who argue instead that "a privil ege hol der does waive
the privilege by narrowi ng a general denial of the allegations of
the plaintiff’s conplaint to a specific factual assertion that
i nplicates privil eged conmmuni cati ons where t he opposi ng party is al so
deni ed an opportunity to effectively rebut and/ or explore the basis
of the . . . assertion.” Plaintiff’s Response to ACCA brief, at 2
(enmphasi s added). As we have seen, this is the Arizona | aw on the
subj ect. The specific factual assertioninthe present caseis State
Farmis claimthat it acted reasonably and i n good faith because its
personnel made an eval uation of thelawas it pertainedtothe policy
| anguage, Arizona cases, and statutes, and reached t he subjective,
good-faith conclusion that the | awpermtted deni al of the stacking
claims. Thus, the hypotheticals presented in ACCA's brief do not
accurately reflect the narrow hol di ng of this opinion. For exanple,
ACCA presents the follow ng hypotheticals: "[B]lefore placing its
new product on the market, a manufacturer consults with corporate
counsel about the |l evel of detail required for its product warnings.
An injured consuner sues . . . [and the] corporation defends on the
theory that its warni ngs were reasonable.”™ ACCAbrief, at 6. Nothing
inthisopinionwuldjustify findingawaiver of the attorney-client
privilege. Simlarly, thereis no waiver in the follow ng exanpl e:
"A corporation does not hire a job applicant. The applicant sues,
alleging. . . age discrimnation. The corporation denies. . . the
allegationthat it acted out of adiscrimnatory intent [and] Plaintiff
nowargues . . . [waiver of] the privilege concerning all discussions
w th corporate counsel on enploynent policies.” 1d. These and the
ot her hypot heti cal s posed do not i nvol ve the assertion by the privil ege
hol der of a specific factual clai mthat invol ves good-faith conduct
based on subjective evaluation of the law. It is not enough that
plaintiff brings the privilege holder’s nental state in issue. The
wai ver exists only when the privilege holder rai ses and defends on
the theory that its nental state was based on its evaluation of the
| aw and t he facts show that eval uati on i ncluded and was i nformed by
advice from| egal counsel.

For t he sane reasons, we di sagree with Justi ce MG egor’ s ar gunent
that "any plaintiff [or other litigant] who advances a subjective
claimseemngly will waive the privilege if, before asserting his
claim he consults with his | awer and uses the know edge obt ai ned
to reasonably evaluate his claim"” MG egor dissent at { 55. The
exanpl es gi ven by Justi ce McG egor do not i nvol ve situations i n which,
as in the present case, the litigant asserts that his conduct was
justifiable based on a particular nmental state resulting fromhis
i nvestigation of the | aw and consequent know edge of what the |aw
permtted.
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1994). Rhone-Poul enc held that there is an inplied waiver only if
the party expressly advances the defense that he relied on advice
of counsel; it rejects cases such as League and Hearn as “of dubi ous
validity” because of their use of a “checklist of factors” and the
fairness test. 1d. at 863-64. It is, of course, late in Arizona’s
day to reject WevorRe' s fairness test, which we first adopted al nost
forty years ago i n Throop, whichis incorporatedinthe Hearn doctri ne
and whi ch Ari zona has consi stently appliedinour cases since Throop.
It isthat doctrinethat the trial judge, having been cited to Hearn,
foll owed and appliedin the present case. Nor do we believe we woul d
adopt therestrictive test of Pal ner and Rhone- Poul enc even i f today
we were witing on a clean slate. It sinply makes a nockery of the
law to allow a litigant to claim on the one hand that it acted
reasonabl y because it nade a | egal eval uati on fromwhichit concl uded
that the law permitted it to act in a certain manner, while at the
sane tine allowng that litigant to wthhold fromits adversary and
the factfinder information it received from counsel on that very
subj ect and that therefore was includedinits evaluation. The sword
and shield netaphor would truly apply were we to allow a party to
raise the privilege in that situation.

134 By asserting the subjective eval uati on and under st andi ng
of its personnel about the state of the | aw on stacking, State Farm
has affirmatively injectedthe |l egal know edge of its cl ai n6 managers
intothelitigation and put the extent, and thus the sources, of this
| egal know edge at i ssue. State Farm s cl ai ms managers cannot testify
that they i nvestigatedthe state of the | awand concl uded and bel i eved
they were acting within the | aw but deny Plaintiffs the ability to

explore the basis for this belief and to determ ne whether it “m ght
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have known its actions did not conformto the law” Cox, 17 F.3d
at 1418. Therefore, the privilege is waived as to comuni cati ons
between State Farmand its counsel regarding the propriety of State
Farm s policy of denying stacking prior to our decisionin Lindsey.?
135 State Farm argues, however, that it only raised the
subj ective beliefs of its clains people because Plaintiffs all eged
State Farmnot only msinterpreted the | aw but knewit was doi ng so.
Thus, State Farmsays, it was Plaintiffs who injected the issue of
subjective belief. It is, of course, difficult for State Farmto
neet Plaintiffs’ allegation without affirmatively alleging that it
i nvestigated and evaluated the law, but it could do so sinply by
denyingthat it knewit was acting unlawfully and rel yi ng on a def ense
of objective reasonabl eness. See Bil zerian, 926 F.2d at 1292-93.
That would force Plaintiffs to try to prove State Farmknew it was
acting unlawmfully. See United California Bank v. Prudential Ins.
Co., 140 Ariz. 238, 294, 681 P.2d 390, 446 (App. 1983) (litigant cannot
ordinarily call its attorney as naterial witness to communi cati ons

wi th ot her party and then cl ai mprivil ege on cross-exam nation); see

8This, of course, does not nean the privil ege was wai ved as to
comuni cati ons between State Farmand its counsel on ot her subjects
pertaining tothe stacking clains. There may have been conmuni cati ons
regar di ng whet her an opposi ng not ori st was uni nsured or underi nsur ed,
eval uations of danages and liability defenses, and the Iike.
Plaintiffs are not entitled to a fishing expedition through all of
counsel '’ s comruni cati ons on each of the stacking clains but only to
di scovery of those conmunications pertaining to the permssibility
or deni ability of stacking under the policy | anguage, the case | aw,
and the statutes as they existed at thetine the clai ns were present ed:
the information, in other words, that was part of what State Farm
knew in reaching its evaluation of the law. The trial judge took
great care to prevent a fishing expedition and to narrow di scovery
by permtting State Farmto continue to wi thhol d portions of its files,
to amend its logs to explain the reasons for wthholding
comuni cations, and to appoi nt a master to resol ve any further dispute
as to docunents not produced by State Farm pursuant to the trial
judge’s order. See Mnute Entry of January 19, 1999.
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al so Buffa, 147 Ariz. at 143, 708 P.2d at 1334. In any event,
whi chever strategy State Farmwere to foll ow, and no matter whet her
the privilege applied, State Farmwas faced with serious probl ens
about the advice of counsel. It is, in some ways, between Scylla
and Charybdi s.

136 G ven State Farnis defense that it acted reasonably in
i nvestigating and eval uating the |l aw, and even assum ng t he privil ege
applies, it would not protect the fact that the clainms managers
consul ted counsel on the stacking issue. See Uibarri, 184 Ariz.
at 385, 909 P.2d at 452 (“[T]he fact that a client has consulted an
attorney, the identity of the client, and the dates and nunber of
visits to the attorney are normally outside the scope and purpose
of the privilege.”) (quoting Ganger v. Wsner, 134 Ariz. 377, 380,
656 P.2d 1238, 1241(1982)). Plaintiffs are free to elicit this
i nformation and perhaps to force State Farnm s wi tnesses to cl ai mthe
privilege while the jury is present. See United California Bank,
140 Ariz. at 294-95, 681 P.2d at 446-47.° This may put State Farm
inthedifficult positionof admtting that it sought its attorneys’
advi ce on stacking, then attenpted to prevent the factfinder from
knowi ng whet her it ignored, foll owed, or di sagreed with t hat advi ce.
The pragnmatic difficulties of the matter are obvi ous.

137 Thus, we can agree with both dissents that it m ght have

been better strategy for Plaintiffs to let State Farm assert its

United CaliforniaBankis acivil case. Cf. State v. Hol singer,
124 Ariz. 18, 22-23, 601 P. 2d 1054, 1058-59 (1979) (conmment not al | owed
incrimnal case); see al so Deborah Stavile Bartel, Drawi ng Negati ve
I nf erences Upon a Caimof the Attorney-Client Privilege, 60 BrROX.
L. Rev. 1355 (1995). OQur rules of evidence do not cover the question
of comment on exercise of the privilege. Proposed Fed.R Evid. 513
woul d have prohi bited conment, but that rule was rejected before it
went into effect. See 26A CHARLES ALAN WRI GHT & KENNETH W GRAHAM,  JR.
FEDERAL PRACTI CE AND PROCEDURE, Evi dence 8§ 5751 (1992).
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privilege or for State Farmto either waiveits privil ege or not assert
its claimof justifiable conduct based onits subjective eval uation
of the law. See Martone dissent at Y 48, MG egor dissent at § 57.
But we deci de t he case as presented. State Farmadvances t he ar gunment
that its conduct was reasonable and in good faith because of its
i nvestigation of the |law and the resultant subjective belief of its
cl ai s peopl e. That investigation and know edge i ncl uded t he opi ni ons
it received from its |awers. Under well established Arizona
precedent, it cannot, on the one hand, claimthat what it di scovered
and what it knew following that |egal investigation led it to a
reasonabl e, good-faith conclusion that it could and shoul d deny the
clains of its insured and, on the other hand, prevent the court and
jury fromlearning what it discovered and what it knew.

138 To the sane effect, Justice McG egor’s di ssent postul ates
several hypothetical cases in which she fears that as a result of
this opinion, the privilege will be wai ved because the litigant will
have consulted with counsel. See MG egor dissent at § 55. But
nothing in this opinion could or should produce such a result. W
assunme client and counsel wll confer in every case, trading
i nformati on for advice. This does not waive the privilege. W assune
nost if not all actions taken will be based on counsel’s advice.
Thi s does not waive the privilege. Based on counsel’s advice, the
client will always have subjective evaluations of its clainms and
def enses. This does not waive the privilege. Al of this occurred
inthe present case, and none of it, separately or together, created
an inplied waiver. But the present case has one nore factor —State
Farmclainms its actions were the result of its reasonabl e and good-

faith belief that its conduct was permtted by lawand its subjective
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bel i ef based onits cl ains agents’ investigationinto and eval uation
of the |aw It turns out that the investigation and eval uation
i ncl uded i nformati on and advi ce recei ved froma nunber of |awers.
It isthelast elenment, conbinedw ththe others, that inpliedly waives
the privilege. State Farmclains that its actions were pronpted by
what its enpl oyees knew and believed, not by what its | awers told
them But alitigant cannot with one hand wi el d t he sword —asserting
as a defense that, as the law requires, it made a reasonable
investigation into the state of the law and in good faith drew
conclusions fromthat investigation —and with the other hand raise
the shield —using the privilege to keep the jury fromfindi ng out
what its enpl oyees actually did, |learned in, and gained fromthat

i nvestigation.

139 As we said in Uibarri and noted in Y 18 above:
[ The plaintiff] is not permtted to thrust his
. knowl edge into the litigation as a
foundation. . . tosustainhisclaim. . . while
sinmultaneously retaining the |awer-client
privilegetofrustrate proof . . . negating. . .
the claim asserted. Such [a] tactic would

repudi ate the sword-shield maxim
184 Ariz. at 385, 909 P.2d at 453. This has been and renmins our
jurisprudence onthe subject. SeealsoElia, 194 Ariz. at 81-82 {1 36,
38-40, 977 P.2d at 803-04 11 36, 38-40; Throop, 94 Ariz. at 158, 382
P.2d at 568.

CONCLUSI ON
140 Ve believethetrial judge s characterizationof State Farnis
posi ti on was reasonably correct under Arizonalaw. W nust therefore
defer to his finding that State Farminplicitly asserted the advice

of counsel as a defense when it made its clai mof good-faith conduct
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turnonits legal research and the resulting subjective legal know edge
of its clainms managers at issue in the case and when that know edge
necessarily included the advi ce of counsel as part of the decision-
maki ng process. Therefore, the court of appeal s’ opinionis vacated,
and the trial judge's order granting Plaintiffs’ notion to conpel
i s approved. The superior court may proceed with the case i n a manner
not i nconsistent with this opinion. O course, the propriety of the
claim of privilege and its recognition or rejection as to any
particular is not astatic matter and may be consi dered or reconsi dered

by the trial judge as the case devel ops.

STANLEY G FELDMAN, Justice

CONCURRI NG:

THOVAS A. ZLAKET, Chief Justice

CHARLES E. JONES, Vice Chief Justice

MART ONE, Justice, dissenting.

141 | agreewiththe mgjority that the Restatenent (Third) The

Law Governing Lawers 8 80 (2000) and Hearn v. Rhay, 68 F.R D. 574

(E.D. Wash. 1975), set forth the appropriate rule on when a client
inpliedlywaives the attorney-client privilege by putting assi stance
or communi cation inissue. Indeed, | subscribedto this viewbefore

the mpjority did. See Uibarri v. Hancock, 186 Ariz. 419, 924 P. 2d
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109 (1996) (Martone, J., dissenting). But the Restatenent and Hearn

both require the privilege holder, not the other party to the

litigation, to affirmatively inject an issue which inplicates
privileged communi cations. The majority m sapplies Hearn and the

Rest at enent by findi ng wai ver even where the plaintiffs, who are not

the privil ege holders, injectedtheissue of State Farm s understandi ng
of the | aw.

142 | first exam ne Hearn and t he Restatenent nore closely to

see that this is so. | then apply Hearn and the Restatenent to a

bad faith tort case. It then beconmes apparent that the majority has

ignored the critical elements of both Hearn and the Restatenent.

143 In Hearn, the plaintiff brought clains of violation of due
process and cruel and unusual puni shnment, neither of whichinplicated
the defendants’ attorney-client privilege. The defendants then
asserted an affirmati ve defense of i munity fromsuit, whichwas valid
only if they were acting in good faith. See Hearn, 68 F. R D. at 577.
Thus t he def endants, the privilege hol ders, raised the issue of good
faith. The def endants were both t he persons who asserted the privil ege
and t he persons who commtted an affirmative act by rai sing theissue
of good faith.

144 The Rest at enent requires t he sane two el enents. It provides

as foll ows:

8§ 80. Putting Assistance or a Communication in |Issue
(1) The attorney-client privilegeis waived
for any relevant comrunication if the client
aﬁserts as to a material issue in a proceeding
t hat :

(a) the client acted upon the advice
of a lawer or that the advice was
ot herwi se rel evant to t he | ega
significance of the client's conduct.

Rest at enment 8§ 80 (enphasi s added). Note that it is not enough “that
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the advice was otherwi se relevant to the | egal significance of the
client’s conduct.” Instead, the client nust assert that the advice
was otherwi se relevant to the legal significance of the client’s

conduct. While the majority adopts the Restatenent, it conpletely

ignores the Restatenent’s requirenment that the client nust assert

that the advice was relevant. Contrary tothe nmgjority’s contention,
State Farm has nmade no such assertion in this case. That the

Restatenent requires that the client assert that the advice was

relevant is clear not only fromits | anguage but also fromthe rest
of the coment quoted by the majority, ante § 26. “The preferred
approach is to require that the client either permt a fair

presentation of the issues raised by the client or protect the right

to keep privil eged conmuni cati on secret by not raisingat all anissue
whose fair exposition requires examning the conmmunications.”

Rest atenent 8§ 80 (Reporter’s Note, cnt. b) (enphasis added). Thus

the Restatenent would allow State Farm to make a choi ce between

refuting the bad faith claimon the basis of interpretation of the
| awwi t hout reliance on | egal advice, adifficult proposition at best,
or reliance on that advice and wai ver of the privilege.

145 The majority relies upon a series of cases to illustrate
the injection of an issue into a case. Ante 1Y 18 through 21. Yet

all of the cases cited involve a claim or defense raised by the

privilege holder who then attenpted to use the attorney-client

privilege as a shield.

146 The majority says that “[i]f State Farmhad nerely deni ed
bad faith and def ended on an objective basis, w thout advancing its
agents’ subj ective understandi ng of the |l aw, we woul d have a di fferent

case.” Ante 1 8. But a bad faith defendant cannot do this. Every
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bad faith claimrequires proof of both objective and subjective

unr easonabl eness on the part of the insurer. Noble v. National Am

Life Ins. Co., 128 Ariz. 188, 190, 624 P.2d 866, 868 (1981). As we

saidin Zilisch v. State Farm Mutual Autonobil e | nsurance Co., 196

Ariz. 234, 238, 995 P. 2d 276, 280 (2000), “[t] he appropriate inquiry
i's whether thereis sufficient evidence fromwhich reasonabl e jurors
coul d conclude that intheinvestigation, eval uation, and processi ng

of the claim the insurer acted unreasonably and either knew or was

conscious of the fact that its conduct was unreasonable.” (Enphasis

added.) It isthustheplaintiff, not the privilege hol der def endant,
that puts at issue the subjective reasonabl eness of the defendant’s
conduct. Indeed, the plaintiff must inject the issue of subjective
unr easonabl eness into the litigation. In denying the claimof bad
faith, therefore, the defendant necessarily denies that it “knew or
was consci ous of the fact that its conduct was unreasonable.” 1d.
The majority noww || require a bad faith defendant to choose bet ween

def endi ng agai nst bot h prongs of the Noble/Zilisch test, and t hereby

wai ving the attorney-client privilege, or defending solely on the
obj ective reasonabl eness of its decision. This neans that no bad
faith defendant can properly defend the action w thout waiving the
privilege. 1t can thus be seen that the majority’s application of

Hearn and the Restatenent in the context of this bad faith case

conpl etely subverts the critical elenents of the test. It is the
plaintiffs, not State Farm(the privilege holder), that affirmatively
put into issue the question of bad faith and t hereby the subjective
reasonabl eness of the defendant’s conduct.

147 The majority errs in asserting that State Farmwai ved t he

privilege by putting its decision-nmakers’ subjective understanding
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of the law into issue. By claimng that State Farm devel oped an
interpretation of thelawthat was in bad faith, plaintiffs injected
t he reasonabl eness of State Farnis subjective interpretation of the
lawintothe case. Under the majority view, a plaintiff nmay abrogate
the defendant’s attorney-client privilege sinply by raising a bad
faith claimon any matter regarding an interpretation of the | aw
148 Nowit may wel | be that an insurer would be willingto nmake
a coverage decision without relying on the advice of its |awers.
But the prudent insurer wll consult a |lawer and under today’s
deci si on that advice always wil|l be adm ssible in an action agai nst
it claimng bad faith, despite the ngjority’s protestations to the
contrary.

149 This would be a different case if State Farm raised an

affirmati ve def ense such as, to the use t he words of t he Rest at enent,

asserting that it “acted upon the advice of alawer,” or asserting
“that the advice was otherwi se relevant to the legal significance

of [its] conduct.” Restatenent § 80. But State Farmhas not asserted

that it acted upon the advice of its | awer. And State Farmhas not
asserted that that advice was otherwise relevant to the |egal
significance of its decision. Al it did was put the plaintiff to
i ts burden of proving both obj ective and subj ecti ve unreasonabl eness.
150 The case also would be different if State Farm despite
its di savowal of an advice of counsel defense, introduced evidence
which inplicated privil eged communi cations. For exanple, if during
direct examnation a State Farm officer volunteered information
contained in privileged communi cati ons, there woul d be wai ver. But
if the same information were elicited on cross-exam nation, over

objection, State Farm would preserve its claimof privilege. See
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generally, e.q., Buffa v. Scott, 147 Ariz. 140, 142, 708 P.2d 1331,

1333 (App. 1985) (finding disclosures under conpulsory cross-
exam nation are involuntary and do not constitute a waiver). The
difference in result is based upon a critical distinction. 1In the

fornmer case, the privilege holder offers the evidence, but in the

| atter the opponent offers the evidence.

151 Under the Restatenent, whichthe majority saysit foll ows,

State Farm has a choice in defending this matter. Yet under the
maj ority’s approach, it has no choice. Once it denies an essenti al
al | egati on of the clai m(subjective reasonabl eness of its resol ution
of the coverage question), it waives its privilege. This is wong.

The Rest at enment approach advances two i nportant policy objectives.

It advances the policy behind the attorney-client privilege and it

allows for afair result. Properly applied, the Restatenent and Hearn

woul d give State Farmthe difficult choice of either defending the
subj ective el enent of the bad faith claimw t hout evi dence of | egal
advice or waiving the privilege.

152 The mpjority holds that “waiver exists only when the
privilege holder raises and defends on the theory that its nental
state was based on its evaluation of the |awand the facts show t hat
eval uation i ncl uded and was i nfornmed by advice froml egal counsel.”
Ante § 33 n.7. But State Farmexpressly di savowed in this case that
its “evaluation included and was inforned by advice from | egal
counsel .” The majority is unfaithful to both Hearn and the

Rest at enent , and exposes every bad fai th def endant to a cl ai mof wai ver

of the attorney-client privil ege whenever that def endant has consul t ed
a | awyer, even though subjective unreasonabl eness is injected by

the plaintiff’s conplaint and not the defendant’s defense.
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153 | therefore respectfully dissent.

Frederick J. Martone, Justice

Mc GRE GOR, Justice, dissenting.

154 | agree wth Justice Martone’s dissent. | wite separately
to enphasi ze the degree to which today’s opinion undermnes the
attorney-client privilege. Although the majority attenpts tolimt
t he scope of its holding, at best the opinionintroduces intol erable
uncertainty into the question whether attorneys and their clients
can regard communi cations as privil eged.

155 The i npact on privileged comuni cati ons derives fromthe
maj ority’ s broad description of the conditions under whichalitigant
wai ves the attorney-client privilege. Asthemjority explains, ““[1]n
cases suchasthisinwhichthelitigant claimngtheprivilegerelies
on and advances as a claimor defense a subjective and all egedly
reasonabl e eval uati on of the | aw—but an eval uati on t hat necessarily
i ncorporates what the litigant learned from its |awer — the
comuni cation is discoverable and adm ssible.” Supra f 15. O, put
anot her way, “Wen a litigant seeks to establish its nental state
by asserting that it acted after investigating the | aw and reachi ng
a wel | -founded belief that thelawpermtted the actionit took, then
the extent of its investigation and the basis for its subjective
evaluation are called into question.” Supra f 23. |If that is the
test for waiver of this inmportant privilege, | cannot agree that no
wai ver occurs in the exanples set out in footnote 7 of the majority

opi ni on. In both, the defendant, in denying the plaintiff’'s
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al | egations, necessarilyrelies uponits know edge t hat i ncl udes advi ce
fromits | awer.

156 But today’ s hol di ng, which applies not onlytoplaintiffs’

bad faith claim but also to the counts alleging fraud, supra Y 3,

wi || sweep even nore broadly. |f a defendant can wai ve the privil ege
sinply by relying upon know edge gai ned, in part, through advi ce of

counsel to deny a plaintiff’'s allegations, any plaintiff advancing
a subjective claimwill run the risk of waiving the privilege sinply
by filing an action. A plaintiff who advances a subjective claim
seemngly will waive the privilege if, before asserting his claim

he consults wth his |awer and uses the know edge obtained to
reasonabl y eval uate hi s cl aim Because many, perhaps nost, potenti al

litigants do not knowt he el ements of clains they seek to assert before
consulting a |lawer, and do not understand whether they possess
sufficient basistoassert aclaim aplaintiff’s decisionto proceed
with an action necessarily relies upon the advice of counsel. For

i nstance, these plaintiffs presumably consultedwi ththeir attorneys
before bringing this action for bad faith, which involves the
subj ective el enent described by the mgjority. If so, their reliance
on their “subjective and al | egedl y reasonabl e eval uati on of the | aw-but

an eval uati on that necessarily i ncorporates what thelitigant | earned
fromits | awer [renders] the communication . . . discoverable and
adm ssible.” Supra § 15. Can the defendant now di scover ot herw se
privil eged comuni cati ons to determ ne whether the plaintiffsinfact

had a basis for making their clain? Simlarly, a plaintiff in a
personal injury action who clains subjective damages for pain and
suffering coul d be found to have wai ved t he attorney-client privil ege

i f the know edge on whi ch she bases her claimand right to bring it
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derive, at least in part, from comrunications with counsel. | f
bringi ng the cl ai mdoes not itself waivethe privilege, i s anassertion
fromthe defendant that the plaintiff | acked a good faith basis for
bringing the claimsufficient to waive the privilege? And if the
defendant’ s assertion al one does not waive the privilege, surely,
inthe words of the majority opinion, the plaintiff’s denial of the
argunent that he | acked a good faith basis for his clainms constitutes
an attenpt “to establish [his] nental state by asserting that [he]
acted after investigating thelawand reaching a wel | -founded bel i ef
that the law permtted the action [he] took . . . .” Supra f 23.
As | understand t he | anguage of the mgjority, today’ s opinionpermts
finding wai ver in either situation described above, and wll permt
wai ver in many other situations not yet foreseen.

157 The maj ority suggests, but does not say, that its hol ding
depends upon the fact that this litigation involves a first-party
i nsurance claim Supra note 3. Perhaps an argunment can be made t hat
an i nsurer cannot expect communications wwthits attorneys to remain
privileged when it considers an issue on which it nust give the
i nterests of another party, its insured, consideration equal to that
it gives its own interest. See, e.g., Zilisch v. State Farm Mit.
Auto. Ins. Co., 196 Ariz. 243, 245-46, 995 P.2d 276, 278-79 (2000).
As di scussed above, however, the majority’s opi ni on addresses a nuch
br oader context.

158 Today we nake the scope of the attorney-client privilege
uncertain, at best, and abrogate the privilege in many instances,
at worst. W do so without any real need to take such a drastic step.
As both the mpjority, supra 7 35, 36, and Justice Martone, supra

91 48, point out, State Farmfaced a difficult task in responding to
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plaintiffs’ bad faith claimw thout asserting it relied upon advice
of counsel. Had this litigation continuedits natural course, State
Farm m ght have chosen to waive its privilege rather than face the
difficulty raised by defending without reference to | egal advice.
But t he deci si on of whi ch defense to advance was for State Farm which
was justified in assumng that unless and until it put its reliance
on counsel at issue, its earlier conmunications with counsel woul d
remai n privil eged.

159 To permt plaintiffs to di scover communi cations that they
qui te probably do not need to establish their claim we have pl aced
i njeopardy countl ess attorney-client communi cations, whichlitigants
rightly anticipated woul d be confidential. W also have introduced
needl ess uncertainty intothe attorney-client rel ationship, and have

di scour aged per sons fromseeki ng needed | egal advi ce, whi ch t hey cannot

assume will remain confidential. Because | believe the result of
today’s opinion wll be to cause extensive, unjustified waiver of
the attorney-client privilege, | respectfully dissent.

Ruth V. MG egor, Justice
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